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Abstract 
The main purpose of this study is to determine the dynamics between real effective exchange rate and macroeconomics 
variables in Indonesia. This research used VAR method as its approach, which has impulse response and variance 
decomposition to obtain the variables dynamics. Results from Augmented Dickey-Fuller and Phillips-Perron unit root test 
confirmed that all variables are stationer in level; hence, the VAR method that being employed is VAR in level. The 
empirical evidence provided here suggests that the real effective exchange rate is important in explaining the movement of 
export, import and inflation. The depreciation of real effective exchange rate does not necessarily increase exports and 
decrease imports, especially in longer horizon. Export itself is important in the movement of import, and it has positive 
correlation as the relationship between them is complement. Since some of the SMEs are engaged in international trade, it is 
essential for them to reduce the exchange rate exposure. 
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1. Introduction 
was heightening. Back then, Bank Indonesia (hereinafter referred to as BI), the Indonesian central bank still 
adopted the floating exchange rate system. Consequently, they had to intervene the foreign exchange market in 
order to stabilize Rupiah and not exceed its predetermine level. However, since BI did not have a sufficient 
foreign exchange reserve which is essential to stabilize the exchange rate they had to decide to let Rupiah 
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determined by the market, hence the adoption of free floating exchange rate since August 14th, 1997 
(Hardiyanto, 2007). 
After BI formally announced the exchange rate of Rupiah against other currencies is determined by the 
market, Rupiah continuously deteriorate. Between July  December 1997, Rupiah depreciated approximately 
67 percent against the US Dollar. From December 1997 to January 1998, it depreciated again, this time 
approximately 118 percent. Although between January  April 1998 it appreciated 27 percent, from April to 
June 1998, Rupiah still depreciated up to 83 percent. As a result, the growth of Real Gross Domestic Product 
(Real GDP) decreased from 9.3 percent in 1996 to 4.5 percent in 1997. The situation of Indonesia was 
worsened by the social and political unrest, creating uncertainty in its economic climate. The production and 
distribution activity also came into a halt resulting contraction in the economy where growth rate in 1998 was 
falling to a staggering -13.2 percent. These also exacerbated by a series of increases in price level, in which 
inflation rate (year-on-year) in the second quarter of 1998 reached 54.55 percent (Abimanyu, 2000, 2001).  
However, the Rupiah depreciation means the competitiveness of Indonesian goods is increasing, since they 
are relatively less expensive than US Dollar. Theoretically, when a value of one currency decreases, its exports 
volume will rise whilst the imports volume will fall, assuming the Marshall-Lerner condition is satisfied 
(Scarth, 1996). This is why the proponent of free floating exchange rate stated that the system would neutralize 
the economy from external shocks (Hallwood and MacDonald, 2000).  
 
Fig. 1. Indonesia IDR/USD, Exports, and Imports 1997Q3  2008Q2 (Source: International Financial Statistics) 
Figure 1 shows the Rupiah depreciation against US Dollar was followed by an increase in exports. This is in 
line with the theory stating the correlation between exports and exchange rate depreciation is positive (Romer, 
2006). However, from first quarter of 2006 until second quarter of 2008, the trend was quite different. Exports 
continuously increase although the Rupiah movement was stable. On the other hand, the trend in imports was 
similar with exports as it is not in line with the theory in which the exchange rate deprecation should be 
followed by decrease in imports. This phenomenon could be explained by the research conducted by Abimanyu 
(2001) in Indonesia between January 1997 and September 1999. Rupiah depreciation was positively correlated 
with exports on selected agricultural products. It was experiencing a quite significant growth, ranging from 
1.14 percent in 1997 to 1.82 percent in 1999. Nonetheless, it was not followed by other economic sectors. 
Growth rate in industrial sector decreased 11.88 percent in 1998 and 0.5 percent in 1999. Trade sector also had 
negative growth, -18.05 percent in 1998 and -5.69 percent in 1999.  
However, a competitiveness measurement in exports of a country using merely its nominal exchange rate is 
not sufficient. It is because the nominal exchange rate does not take into account the difference in price level 
among countries, in other words, their purchasing power. Nominal exchange rate depreciation in a country 
would not matter if its relative price level to other countries that bought their exported goods increases 
exceeding the depreciation itself. Hence, if one wants to measure competitiveness of a country, they have to 
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consider the difference in price level. In this regard, Gartner (1993) stated that Real Exchange Rate (RER) 
should be used, since it measures the relative price level.  
Nonetheless, RER would not be sufficient if we want to measure exports competitiveness entirely. As it can 
be seen from table 1 and 2, Indonesia main trading partners consist of 6 countries, which accounted for 
approximately 65 percent of its international trade. Using only IDR/USD Real Exchange Rate to determine 
Indonesia  would not take into account other currencies being used for Indonesia international 
trade (such as Yuan, Euro, Won, Singapore Dollar) and the price level difference 
partners
States, which accounted approximately 40 percent of the total trade. It means that if the domestic economy of 
de balance would also be negatively affected. Study by Pratikto 
 
Table 1.  Percentage of Non Oil and Gas Exports of Indonesia to Main Trading Partners 
Country 
Year 
2002 2003 2004 2005 2006 2007 
Japan 14.27 14.41 12.62 14.39 15.33 14.23 
South Korea 3.94 3.73 2.78 3.91 4.29 1.83 
China 4.87 5.94 5.17 5.96 6.87 7.24 
Singapore 10.41 10.08 8.12 10.64 9.83 9.77 
United States 15.91 14.68 12.45 14.31 13.42 12.29 
Eropean Union 17.36 16.54 13.02 14.86 14.48 13.85 
Source: Indonesia Ministry of Trade 
Table 2.  Percentage of Non Oil and Gas Imports of Indonesia to Main Trading Partners 
Country 
Year 
2002 2003 2004 2005 2006 2007 
Japan 17.72 16.88 17.40 17.13 13.03 12.32 
South Korea 5.76 6.02 5.39 4.19 4.04 3.80 
China 8.47 9.37 9.65 11.31 13.07 15.14 
Singapore 8.29 7.39 7.26 7.30 8.87 7.44 
United States 10.61 10.75 9.05 9.47 9.43 8.97 
European Union 15.43 14.18 15.02 14.21 14.01 14.13 
Source: Indonesia Ministry of Trade 
The figures also point up that there is only one member country of the Association of Southeast Asian 
Nations (ASEAN), Singapore. This means Indonesia has not maximized the opportunity arising from Southeast 
Asia market, which is the third largest market after the European Union and China. Furthermore, there are 
commitments from the ASEAN member countries to strengthen their market and production. At the 2003 Bali 
luded an ASEAN Economic 
Community (AEC) and to be implemented by 2015. The goal is to establish ASEAN as a single market and 
production base, thus strengthening its competitiveness in the global economy (Weatherbee, 2009). This is an 
opportunity for the Indonesian economy to diversify their international trade, which subsequently reducing 
risks from the negative external shocks.    
Table 3.  Small Medium Enterprises Contribution of Export 2006  2008 (In Million Rupiah) 
Year Non Oil & Gas Export  
SME Textile F&B and Tobacco 
Value  % Value  % Value  % 
2006 607,086,237 121,950,799 20.09 13,571,455 11.13 24,403,797 20.01 
2007 715,240,984 143,012,332 19.99 14,311,986 10.01 38,153,071 26.68 
2008 910,927,934 183,759,073 20.17 15,350,996 8.35 60,433,989 32.89 
Source: Indonesia Ministry of Trade 
Discussing about the Indonesian economy cannot be separated from Small Medium Enterprise (Hereinafter 
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referred to as SME) since according to Indonesian Statistical Agency (Hereinafter referred to as, BPS), in 2003 
the contribution of SME to Gross Domestic Products was 56.7 percent. In 2006, approximately 96 percent of 
labour force in Indonesia was absorbed by the SMEs. In respect to their role in non oil and gas export, 20.04 
percent was given by the SME between 2000 and 2003 (Suprianto, 2004). Table 3 shows the figure itself is 
relatively constant as from 2006 to 2008 SMEs contributed 20.09 percent for the non oil and gas export. In 
2000  2003 period, most of the SMEs were involved in manufacturing industry (furniture, food and beverage, 
2006  2008 period (10.62 percent in average), when it was taken over by food, beverage, and tobacco 
industry. It seems that the increased fuel price in 2005 has negatively affected the textile industry, since it 
increased the production cost and deteriorated the competitiveness of Indonesian textile products. Another 
allegation that has not yet to be proven is the exchange rate depreciation, since many of the components of 
textile products are imported. 
The main objective of this study is to determine the dynamics among the real effective exchange rate, 
exports, and imports in Indonesia. The any fluctuation impact on SME sector is also an inquiry, particularly the 
exchange rate. In this research, I used the Real Effective Exchange Rate (REER) to assess exported goods 
comp
basket of other major currencies adjusted for the inflation effects. The weights are determined by comparing the 
relative trade balances, in terms of one 
relative to nominal exchange rate (NER) or real exchange rate (RER).  
2. Literature review 
2.1. Monetary Transmission Mechanism (Exchange Rate Channel) 
The theoretical basis for determining the exchange rate fluctuations impact on inflation and economic 
growth in many research mostly use the Monetary Transmission Mechanism, i.e. the exchange rate channel. 
Mishkin (1995) explained that there are four main channels of monetary transmission mechanism infecting the 
inflation and economic growth. Those channels are the interest rate channel, assets price channel, credit 
channel, and exchange rate channel.  
As explained by Warjiyo and Agung (2002), the exchange rate channel can be described by the following 
framework of Figure 2. 
In an economy adopting the free floating exchange rate system, the decrease in interest rate differential (as a 
result from an expansive monetary policy) and the theory that assume the Uncovered Interest Parity is satisfied, 
would results in capital outflow. The subsequent increase in local currency supply would depreciate the 
exchange rate. Thus, the price of imported goods is relatively more expensive and a hike in inflation rate occurs 
(direct exchange rate pass-through). Furthermore, exchange rate depreciation would make domestic goods 
relatively cheaper, and by assuming that Marshall-Lerner condition is satisfied, exports is increasing. 
Subsequently, an increase in net exports means the economy real output is also increasing and creating 
disparity with its natural output (output gap). The increase in output gap would result in a higher inflation 
(indirect exchange rate pass-through). 
2.2. Previous research 
There are many studies on determining the effect of the real exchange rate changes on output and inflation. 
Several of them are also using exports and imports (or in different proxy such as current account/trade balance) 
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as their channelling variables. Most of the studies were conducted in developing countries, while it is quite a 
few in the developed one. The results are varied as different methodology and data samples are applied. 
However, the majority findings concluded that the exchange rate devaluation/depreciation are contractionary. 
 
Monetary Policy 
Instrument
Interest Rate 
Differential Capital Flow
Exchange Rate
Traded Goods 
PriceInflation
Net ExportOutputOutput Gap
Risk Premium
Direct Exchange Rate Pass-Through
Indirect Exchange Rate Pass-Through
 
Fig. 2.  Monetary Transmission Mechanism - Exchange Rate Channel 
 
In previous research, least squares analysis, macro model simulation, and VAR have been employed to 
investigate the impact of real exchange rate fluctuations on inflation and output. Edwards (1985) in his study on 
twelve developing countries between 1965 and 1980, by using a structural model (reduced form), found that a 
real devaluation has contractionary impact in short-term and neutral in long-term. By dividing devaluation into 
anticipated and unanticipated, Agenor (1991) found that the anticipated devaluation decreases output, where 
vice versa for the unanticipated devaluation. By employing nonlinear three-stage least squares, similar 
conclusions were also found by Domac (1997) in Turkey between 1960 and 1990. Mills and Pentecost (2000) 
used conditional error correction model to determine the exchange rate depreciation impact on output in four 
European countries namely Hungary, Poland, Slovakia, and Czech Republic. In their research, they found 
evidence showing the exchange rate depreciation has positive impact on output in Poland, insignificant in 
Hungary and Czech Republic, and negative correlation in Slovakia.  
Findings from VAR models have also been employed by many researchers. Rogers and Wang (1995) 
estimated a five-variable VAR output, government spending, inflation, real exchange rate, and money 
growth in an attempt to enquiry the output fluctuations in Mexico between 1977 and 1990. They found that 
most of the variations in Mexican output were 
Mexican real exchange rate devaluation leads to decline in output. This was supported by the evidence found 
by Kamin and Rogers (2000) in Mexico. Berument and Pasaogullari (2003) also investigated the real 
depreciation effects on Turkey  economic performance by using quarterly data from first quarter of 1987 to 
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third quarter of 2001. One of their models used current account as a control variable. The empirical evidence in 
their study suggests that real depreciations are contractionary. His study in Iranian economy, Rahimiboroujerdi 
(2004) revealed that the impact of Rial real devaluations caused non-oil exports growth and improvement after 
three lags (about a year). It also implied the J-curve effects phenomenon was exist in Iranian economy. 
Akinkumi (2007) identified and explored the real exchange rate impact on Nigerian economy through both 
demand and supply side. While the real exchange rate devaluation has positive impact on exports by raising its 
competitiveness, it also increases production cost from the hike of imported goods prices. 
3. Data and methodology 
In this study, I will use VAR to determine the REER fluctuations impact on Indonesian exports and imports 
by implementing a complete model based on the Monetary Transmission Mechanism of Exchange Rate 
Channel. Furthermore, an effective exchange rate provides a better indicator of the exchange rates 
macroeconomic effects than any single bilateral rate. A Nominal Effective Exchange Rate (NEER) is an index 
of some weighted averages of bilateral exchange rate. A Real Effective Exchange Rate (REER) is the NEER 
adjusted by some measures of relative price or cost. Thereby, REER fluctuations take into account the changes 
in both nominal exchange rate fluctuations and inflation differential (Klau and Fung, 2006). The model and its 
respective ordering are as follows: 
10 11 12 13 14 15 1
1 1 1 1 1
20 21 22 23 24 25 2
1 1 1 1 1
30 31
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t j j t j j t j j t j t
j j j j
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 (1)
 
where,   
tREER   : Real Effective Exchange Rate at time t,  
tEX   : Real Exports (Nominal Exports deflated by GDP Deflator) at time t 
tIM   : Real Imports (Nominal Imports deflated by GDP Deflator) at time t 
tINF   : Percentage Change in CPI at time t / inflation rate  
tGDPG  : GDP growth at time t 
j   : Time lags 
       
 
Since I used time series data, the data characteristic is an important consideration as it usually has high 
degree of persistence, e.g. unit root. A series of data containing unit root can produce a spurious regression that 
could be misleading in the result interpretation. Therefore, I firstly determine the order of integration or the 
stationary of each series by applying Augmented Dickey-Fuller (ADF) and Phillips-Perron (PP) unit root tests. 
If the series do not have the same order of integration, then it must be transformed into equal order. If the order 
of integration is the same, it is possible that these series are cointegrated (Enders, 2003). To confirm whether 
the series is co cointegration test. The lag length will be selected on the basis of 
Likelihood ratio (LR) test, the Akaike Information Criterion (AIC), Schwarz Information Criterion (SC) and/or 
Hannan-Quinn Information Criterion (HIQ). However, as these statistical criteria can sometimes give 
misleading results, sensible judgment based on the data characteristic remains important. For instance, if the 
data is on monthly basis, then the maximum lag is 6 - 12 months, by judging the impact of a shock in a variable 
155 Rulyusa Pratikto /  Procedia Economics and Finance  4 ( 2012 )  149 – 159 
would be evaporated after 6 to 12 months.  
The sample comprises totally 44 observations covering quarterly data from third quarter of 1997 to second 
quarter of 2008. All of the data derive from International Financial Statistics (IFS) by International Monetary 
Fund (IMF), except the REER, which is acquired from the Bank of International Settlements (BIS). Here, an 
increase in REER is interpreted as an appreciation in domestic currency (Rupiah), and vice versa.  
4. Results 
4.1. Unit root test 
I will perform the ADF and PP test to determine the presence of unit root in each variable. If the result 
shows that they are not statione
test will be used to determine whether the series are cointegrated in the long-run. The result is shown in Table 
4. 
Table 4.  Unit Root Test using ADF and PP test 
Variables Test None Intercept Trend & Intercept Conclusion 
REER 
  
ADF -2.10376 -10.95999 -10.61972 I(0) 
PP -2.837175 -9.743621 -10.61972 I(0) 
EX 
  
ADF -0.418171 -2.662552 -4.049103 I(0) 
PP -0.187814 -3.000764 -4.264181 I(0) 
IM 
  
ADF -0.310078 -2.368007 -3.658669 I(0) 
PP -0.221467 -2.765299 -3.182316 I(0) 
INF 
  
ADF -2.443492 -3.102347 -3.414817 I(0) 
PP -2.482292 -3.285674 -3.47352 I(0) 
GDPG 
  
ADF -4.164744 -4.262291 -5.185457 I(0) 
PP -3.889408 -4.068443 -4.570947 I(0) 
 Table 4 obviously shows that we can reject the null hypothesis of a unit root in all variables of level criteria. 
Therefore, it can be concluded that the series are integrated of order zero (I(0)). For that reason, the 
cointegration test is not required, and the series are cointegrated in the long-run. This result also implies that the 
VAR methodology being used in this study is VAR in level.  
4.2. Determination of Lag Length 
It is important to determine the appropriate lag length in a VAR model. Table 5 presents some statistical 
criterions in selecting lag length for the VAR model in equation 1. I assigned four lags as the maximum lag 
length, by judging that after one year, the impact of a shock in one variable would evaporate after four periods 
(one year). 
4.3. Variance decomposition 
To determine the importance of a shock in one variable to the others, VAR employs variance 
decompositions as their tools. Enders (2003) stated that if the forecast error variance of a variable is not 
affected by shocks besides ncluded that the variable is independent/exogenous.  
Table 6 presents the most important source of variation in REER forecast error is its own innovations, which 
account for 76 to 90 percent of the variance of its forecast value. Other innovations besides its own do not 
account significantly on REER variation. These findings show the innovations in other variables have little 
power to explain the REER variation, hence the exogenous nature of REER. Innovation in REER is the second 
most important source in explaining the forecast error variance of inflation (about 34 percent) besides its own 
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innovations. It is also explaining 28 to 36 percent of imports variance. These show that REER movements are 
important in the forecast error variability of inflation and imports.  
 Table 5.  Selection of Optimum Lag Length 
 Lag LR AIC SC HQ 
0 NA   7.567588  7.778698  7.643919 
1  121.3012  5.249906   6.516566*  5.707890 
2  59.81842  4.437202  6.759411  5.276840 
3   58.19510*  3.262406  6.640165   4.483697* 
4  29.93407   2.936929*  7.370237  4.539873 
 
Table 6.  Forecast Error Variance Decompositions 
Variables Period 
Variance Decompositions 
 
REER EX IM INF GDPG 
REER 
  
  
  
3 90.49454 3.292933 1.093807 2.144142 2.974579 
6 84.00962 6.624635 2.168962 3.989664 3.207121 
12 78.26341 10.62766 2.916679 4.917577 3.274676 
20 76.87762 11.58775 2.86042 5.564844 3.109364 
EX 
  
  
  
3 7.802309 73.3847 0.952418 15.38865 2.471929 
6 22.60744 55.87457 2.928785 15.31804 3.27116 
12 33.54828 45.78652 3.531067 14.56183 2.572299 
20 35.77428 43.80432 3.672099 14.40196 2.347342 
IM 
  
  
  
3 28.85322 50.34426 13.94281 4.468109 2.391613 
6 30.27803 42.74114 15.7307 4.8852 6.364936 
12 35.92113 38.10021 13.95693 6.392018 5.629711 
20 36.57398 37.65328 13.57315 6.778691 5.420904 
INF 
  
  
  
3 34.78151 12.7594 3.267737 46.6226 2.568754 
6 34.19294 12.03823 4.363003 44.50194 4.903893 
12 33.18393 13.13227 6.333496 42.33773 5.012569 
20 33.02722 13.30257 6.441681 42.21504 5.013483 
GDPG 
  
  
  
3 5.057735 25.98566 2.002122 15.07368 51.8808 
6 4.929456 24.78978 9.510105 13.685 47.08566 
12 5.167635 25.04657 9.794557 14.22577 45.76547 
20 5.281587 25.02834 9.900657 14.2984 45.49102 
There is an interesting case exist for the forecast error variance decompositions of imports. Its own 
innovation is the third most important in explaining its variance. The second most important is the shocks in 
REER (28 to 36 percent), and the most important one is innovations of exports (37 to 50 percent), especially in 
the shorter horizons. It means the movement in exports does significantly affect imports. The correlation itself 
will be discussed in the next section. It does not work the other way around however, since the innovation of 
imports are not important in explaining the variation of exports. In addition, variations in real output growth are 
quite significantly affected by shocks in exports, accounted for 24 to 26 percent, whereas shocks in inflation 
contributes 13 to 15 percent on real output growth. 
From the evidence of forecast error variance decompositions, it can be concluded that: Firstly, REER is 
exogenous and influential in determining the variation of exports, imports, and inflation, also the influence is 
quite significant. Secondly, REER movements account for a higher proportion in the exports forecast error 
variability in longer horizons. Thirdly, imports is determined by REER and interestingly, exports. Fourthly, real 
output is affected by the movement in exports and inflation.  
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4.4. Impulse response functions 
Figure 3 depicts the impulse response functions of the conclusions from variance decompositions analysis, 
by using horizon of twenty periods. The impulse response functions are obtained by using Cholesky 
decomposition and adjustment in degree of freedom (Cholesky dof adjusted) , since number of observations in 
this study is not too large.  
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Fig. 3.  Impulse response 
The figure shows the impact of a positive shock in REER (an appreciation) on exports is negative for the 
first three periods. It is in line with the theory in which depreciation would lead to an increase in exports. On 
the other hand, from the third period onwards, the impact of a positive shock in REER is also positive, which is 
not parallel with the theory. This interesting case can be explained by the findings in the imports impulse 
response to a positive shock in exports as it leads to an increase in imports. It indicates that the imported 
content on domestically produced goods, which are , is 
quite high. In other words, some of the imports (component) and exports (final goods) become complements. 
Hence, a boost in exports affected imports positively, since to increase exported goods production, the imports 
components have to be bought by the producers. The findings can also be supported by the imports response to 
a positive shock REER. It is positively correlated for four periods, which has the same movement with the 
exports response to a positive shock in REER.  
It seems that an appreciation in REER is more favourable for the Indonesian economy. Firstly, although an 
appreciation leads to decrease in exports, it also means the imports components of exported goods are relatively 
cheaper. Since there is an indication that imports and exports are complements, cheaper components (imports) 
 
 
 E- ees of freedom correction when estimating the residual 
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may result in a more competitive price of the final goods (exports). Hence, exports are growing after three 
periods following the appreciation. These findings are in line with Akinkumi  (2007) for Nigeria, 
stating while the real exchange rate depreciation encourages internal competitiveness of domestic goods and 
raises export, it increases the production cost. Secondly, an appreciation also leads to decrease in inflation rate, 
which can be seen from inflation impulse response to a positive shock in REER. Furthermore, a decrease in 
inflation has a positive impact on exports since the domestic products are relatively less expensive then the 
foreign products which subsequently increases real output growth. These findings are also parallel to the 
conclusion derived by Kamin and Rogers (2000) in Mexico and Berument and Passaogullari (2003) in Turkey, 
which supports the contractionary devaluation hypothesis for both countries. Given that in this research period 
Indonesia is adopting the free floating exchange rate system, the results show no evidence that the system can 
protect domestic economy from external shocks. 
5. Summary and conclusions 
In this study, I have investigated the dynamics of Indonesian economy through exchange rate channel of 
monetary transmission mechanism. I initially analyzed whether a long-term relationship exists among the 
REER, exports, imports, inflation, and real GDP growth. After examining the presence of unit root in each 
variable, I estimated the VAR model where the forecast error variance decompositions and impulse responses 
obtained from the VAR model were examined.  
Since the unit root is not present in all of the variables used in this research, it can be concluded that the 
existence of long-run relationship among variables are not absent. Furthermore, those findings also lead to the 
employment of VAR in level. I found REER movements are important in the variability of exports, imports, 
and inflation. The response of those three variables to REER appreciation is negative, although it is only in 
shorter horizon for exports and imports. This leads to a presumption that export and import are complementing 
each other; it is supported by the findings that an increase in exports followed by a rise in imports, and the 
variability in imports are partly explained by the movement in exports. Thus, since Indonesia is adopting the 
free floating exchange rate system, it would be wise for the enterprise conducting its business in international 
trade especially in both exports and imports to hedge this exchange rate exposure (e.g. forward contract). In 
particular, it is very crucial for those who need imported components to produce their finished goods, such as 
SMEs in the textile and clothes sector. By doing so, we can minimize the uncertainty of the business cycle 
arising from relative price fluctuation. In relation to the spirit of the ASEAN Community 2015, instead of 
artificially improving the competitiveness by using exchange rate, other government agencies such as Ministry 
of Trade should facilitate the enterprises to identify and expand their potential market, especially the SMEs. 
The goal is to address the lack of information potentially gathered by the SMEs and also to market their 
products in the global market. It is an opportunity for Indonesia to diversify their market, thus it can reduce the 
risk of global economic meltdown that could deteriorate the domestic economy.   
This study points out that the exchange rate instrument is not the main source for improving competitiveness 
of In , which does not significantly improve the trade 
balance since depreciation does not necessarily increase exports and decrease imports, but also inflationary. 
Subsequently, these inflationary episodes have negative impact on the real output growth. Therefore, the policy 
implicates the monetary authority to stabilize the real effective exchange rate. 
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